
APPENDIX ! - KE'l'HOOS AND ASSUMPTIONS

Below is a de.cripeion of the key meehod. and a••umpeion. used for the derivation

of the Oemographic Adjusement as well as the basic BLI calculations. The meehods

and assumptions utilized in developing the other Adjusemenes are sufficiently

documented in Section III.

Demographic Ad'usement

The three adjusements making up the Oemographic Adjuac.ene were developed by

calculaeing and comparing SFAS 106 co.ts for sample populations incorporating the

GNP and TELCO demographic characeeri.tics ba.ed on the age and service

diseribueion of GNP and TELCO employee. respeceively. The calculaeion. uei11zed

pre- and pose-65 per capita claim &mounes that bear ehe .... relaeionships to

each other a. do ehe pre- and pose-65 BLIs for GNP and TELCO. All a.sumptions

oeher than withdrawal, and reeire..ne age (already di.cua••d) were as follow.:

discount raee 8.13'

trend raee 10.08' in 1991 decr.asing gradually eo 5.56' for ehe y.ar

2006 and laeer

retirement eligibiliey 55

amortizaeion period for eransieion obligation - 20 years

percene married - 65'

BLI Calculatign.

The calculaUon of individual plan Benefit Level Indicators u.ed the following

data and meehods.

A daea ba.e of annual claim &moune distributions wa. uaed, ba.ed on the

experience of 39,436 retiree. who pareicipate in ellployer spon.ored po.t­

retirement medical programs admini.tered by a large national insurance cOllpany.

For pre- and pose-65 claimane., frequency weighe., moneeary weight., hospital/
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drug/oth.r ratios and M.dicare reimbur••••nts by type were d.velop.d. This data

base has 35 claim rang•• with average claim amounts in each range from $15 to

$48,753.

The calculations al.o us.d our data bas. of the po.t-r.tir•••nt medical plan

provisions for 830 private sector employers. For both co.pr.hensive and ba.e

plus plans the following data ite•• were available;

o

o

o

•

o

•

o

o

•

•

•

•

hospital room and board, eicher as days cov.r.d or a p.rcentage

surgical cov.rag.

in-pati.nt physician cov.rac.

out-pati.nt physician cov.rac.

diagnostic cov.rac.

prescription druC cov.ral., .ith.r p.rc.ntac. or flat dollar co-pay

major ••dical d.ductibl.s

major ••dical co-pay p.rc.ntal.

out-of-pock.t maxi8Uma

annual/l1f.t1.lle maxi....

M.dicare intecration method (i .•. , carv. -out, suppl•••nt or coordination of

ben.fits)

participant and d.p.nd.nt contribution rat••

Th.s. provi.io~ ar. availabl•••parat.ly for pr.- a~d pOlt-6S claimants.
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A particular plan'. groll BLI was cOlllpuud by determining how INch the plan would

reimburse at each clai. mount in the d1atribudon data ba.e. The reimburse.nt

amount was determined separately for each type of charge; e.g., hospital, drug.

etc. Medicare reimbursem.nt was taken into account explicitly for each type of

charge based on the form of Medicare integration in the plan. E.ch reimburse.ent

was then divided by the corresponding claim to obtain a reimburse.ent ratio.

These ratios were then weight.d by the claim amount w.isht. in the di.tribution

to determine the gro•• BLI.

Per retire. contribution rate. w.re th.n compar.d to p.r retir•• claim ..ount.,

and that ratio w.s us.d a. an off••t to the gro•• ILI to det.rain. the final n.t

pre- and post-65 BLls for each comp.ny in the data b•••.

After average pre- and po.t-65 ILl. h.d b••n det.rained for GNP .nd TELCO (••e

Section III page 11 for m.thodololY), pre- and po.t-65 w.ilhtins' w.re calculat.d

as the percentag•• of total SFAS 106 COlt a..ociat.d with pre- anei post-65

claims, determined using the .... INthociololY a. for the O.mosraphic AdjustlHnt.

These were then appli.d to the pr.- and po.t-65 BLI. to dev.lop GNP BLI and TELCO

BLI.

By way of illustration, .uppo•• a compr.h.nsiv. pl.n pay. 80' aft.r a $200

deductible, subj.ct to an out-of-pock.t maximum of $1,500. Aft.r 65, M.eilcar.

integration is 'Suppl...nt'. P.rticip.nt. contribut. $10 p.r month.

In the $4,000 - $5.000 claim rans•• for .xampl., w. find the avera•• cl.im to b.

$4,479. Sine. this 11 • compr.h.nsiv. pl.n, w. d.riv. the pr.·65 reimburs••nt

utilizing the tot.l claia amount, that i. (4.479 • 200) ti... 80', or $3.423.

The out-of-pock.t maximum has not b••n INt. Th.refor., the pr.-65 rei.burs_nt

ratio in the chars. rans. i. 0.7642. Th. ratio. for all rans•••r. av.r.s.d

using weisht. giv.n by the di.tribution table to det.rmine the gro•• pr.·6S BLI.

The post-6S r.lmbur....nt r.cosniz•• M.dicar. int.sration. in this exampl. the

m.thod is M.dicar. Supple..nt. V. d.t.rmin. the breakdown of charg" to be

$1,776 for ho.pital, $567 for pre.cription drug., and $2,136 for all oth.r

charges. Total M.dicar. r.imburs...nt i. $2,047 (calculat.d .xplicitly from

·52·
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Medicare prov1liona) and 11 i.ediately taken out; in this case $1,177 from

hospital, $870 fro. other .edical charges and nothing froID drug charges. The

plan provisions are then applied to the balance of $2,432, giving a plan

reimbursemant of $1,786 «2,432 - 200) times 80'). Th1l produces a post-6S

reimbursement ratio of 0.3987 for this claim range. As with the pre-65 case the

ratios for all ranges are then averaged using weights given by the distribution

table to determine the gross post-6S BLI.

The gross BLIs are then adjusted to reflect participant contributions. Our

example here might produce gro.. BLb of 0.85 pre-6S and 0.32 post-6S. The

partieipant contribution of $10 per month translate. into a reduction in the

gross BLI. of 0.03 pre-6S and 0.04 post-6S, giving final BLls of 0.82 and 0.28

respectively.
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Appendix C-l

Appendix C

Part I: Oerivation of the Kodel

I. Households

All households are a••uaed to be identical and obtain utility from money
and leisure as vell as each of the m produced IOods. Each household
solve. the follovin& maximization problem

(Al) u* - max
(Ci,K,N)

subjact to the constraint that

where

(A3) C. (~i01Ci('-1)/')'/('-1)

(A4) p. (~io1'Pil-')1/(1-')

and Ci is the consu.ption of produced lood i, Pi is the noainal price of
produced lood i, K is the .-aunt of .oney held at the end of the period,
N is the aIIOunt of labor suppUed, I is the total no.inal value of
resources available to the household, C is the bundle of consu.ption
100ds defined by the aurelator function in (A3), and P is a price inc1ax
defined in (A4). (Note chat the price index P in (A4) is not the fixed­
veiCht GNP price indax. The solution of the .odel produc.. prices for
each of the a 100d.8 which can then be coabined to calculate the
appropriate fixed-veicht GNP price index.) The par...ter. of the
utility function are ~, which equals the share of the household'.
no.inal ex-pendieure on procluced 100ds rather than on .oney balances; "
which is the elasticity of substitution between the consu.ption of any
pair of 10od.8; oJ' 1 - 1, ... ,a, which indicate the vei&ht of each lood
in the household s utility function; ~, which 1s the elasticity of labor
supply; and. which characterizes the desree of disutility of labor.

The utility function in equation (Al) is additively separable between
(Ci,M) and N. This separabiUty allovs us to solve the household's
maxiaization probl.. in two sta.es. First, Ve vill aaxiaize utility
vith respect to Ci and M, and then ve vill chooae the utillty-maxiaizins
level of labor supply N. Chooal.nl Ci and K to aaxiaize the utility
function in (Al) .ubject to the constraint in (A2) yields the followins
firat-order conditions:

(AS) QiCi-l/'~c~-l+l/'(M/P)l-~ - ~Pi

(A6) (l-~)C~(K/P)-~/P - ~

where ~ is the Larranle .ultiplier on the constraint (A2).
_ _______~~-- _GMwins__
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Appendix C-2

Coabining the first-order conditions (AS) and (A6) yiel~

(A7) QiCi-l/'~C(l-')/'K. (l-~)Pi

Multiplying both 8ides of (A7) by Ci and then s~ing over all 1 yields

(A8) ~i PiCi - (7/(1-7» K

Substituting (A8) into (Al) yields

(A9) K - (1-7)1

Substituting (A9) into (A7), 8~1ng over all i, and uaing the
definition of the price index in (A4) yields

(AIO) PC· 71

Substituting (A9) into (A7) and then uaing (AlO) yields the deaand for
good i

(All) Ci - Qi'(Pi/P)-'71/P

Substituting (A9) into (All) yields

(A12) Cl • Qi'(Pl /P)-'(7/(1-7»K/P

Ravine solved for the optiaal values of Cl and K, we nov solve for the
optillal value of labor supply N. First, ,substitute the optillal value.
of C

1
(eq. All) and K (eq. A9) into the utility function in (Al) to

obta n

(A13) u* - .ax (77(1-7)1-7(1/P) _ (_N~+l)l/~)
N

.ubject to 1 • vN + rX* + K + W, where w is the (present value of) po.t­
retir...nt health beneflts to be received by the houaehold.

The first-order condition for labor supply N is

(A14) 77(1-7)1-7(v/p). «~+l)/~)(_N)l/~

which can be solved to obtain N*, the opti..l -.oUDt of labor supplied

(A1S) N*· ~(v/P)~

where ~ • [77(1-7)1-7~/(~+l)]~_-1
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Appendix C-3

II. Firms

Each of the a gooa. i. produced by competitive firms with Cobb-Douglas
production functions. The total production of good 1. Yi , 1. given by
the production function

1 - 1 .... oa

The firas are a••uaed to be competitive and thua take the noainal price
of their output. Pi' the nominal rental price of capital, r. and the
no.inal price of labor. Div. a. fixed. Note that dbe nominal price of
labor consi.t. of ewo part.: w reflect. the nominal wa.e rate excluding
the co.t of po.t-retire.ent health benefit. covered by FAS 106. The
factor D1 reflect. the t.pact on the co.t per unit of labor of po.t­
retirement health benefit. covered by FAS 106. For fira that do not
offer po.t-retire..nt health benefit•• Di - 1. For fira. that offer
such benefit., D1 > 1. Coapetitive fira choo.e Ni and Ki to aaxiaize

(1.17) PiAiNiP1Kil-P1 - wDiNi - rKi i - 1•... ,.

The fir.t-order conditions for labor and capital are

(1.18) PiPiYi!Ni - vDi

(1.19) (l-'i)PiYi!Ki - r

i - l .....m

i-l, ... ,m

Given the nominal wa.e v and the FAS 106 factor Di • (All) deteraina. the
amount of labor dell&llcled in .ector 1; given the rental price of
capital. (A19) detemine. the &lIOunt of capital demanded 1n .ector 1.

III. Market Equilibrium

Equilibrium in the factor market. require. that the aSlregate amount of
labor cleaanded equal the .utJl)ly of labor and the aSlrelate amount of
capital deaanded equal the .upply of capital:

*(A20) :&1 Ni - N

*(A21) ~ Ki - K

The a.ourLt of laOnay deaanded equals the amount lnitlaUy hald by
consu.r.

(A22) K - K*

The aIIOunt of lood i produced INSt equal the aaount of good 1 deunded •
• 0 that uainl (1.12) we obtain

(A23) Yi - Qi'(Pi/P)-'~,/(l-,»K/P

- S6 -
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App.ndix C-4

Th. noalnal valu. of proclw:cion II\dC .qual ch. no.inal value of coca!
faccor pa~nc., incluclinl che (pre.ent value of che) cost of post­
recir...nc h.aleh b.n.fics,

Th. no.inal value of cocal re.ources available co the household, I,
'*equals the initial holdine of .oney K plus capical inco•• rK*, wale

inco.. , w~iNl' anel ch. pr••enc value of posc retlr...nt health beneflts
~ - w~1(01-1)N1'0 ehac

(A25) I - M* + rlt* ,.. w~l0iNi

The .olution to ch. aodal coMists of the .qullibriUII conditioM (AlO) .
(A25). the production functlona (A16) , che labor cleaand .quationa (AlB),
ch. capital d.aanel .quationa (Al9) , and ch. clefinition of the pric.
indax (A4).

- 57 -
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ApperuUx C· S

Part II: Calibration of the ~del

The _del 18 caU.braeed .0 thae in the ab.ence of FAS 106 it yielela an
allocation of labor aero.. .ector. that aatche. the actual allocation of
labor aero•••ector.. It i. al.o calibrated .uch that in the ab.ence of
rAS 106, all noainal price. are equal to one.

Input. to the calibration procedure:

~. the ela.eiciey of labor .upply

'. the ela.ticiry of .ub.tleution between the c~tlon of any evo
100cla

.." the .hare of noaln.al expeftdleure devoted to produced 100cia

No*' the initial total .-cunt of labor to be allocated aero•••ector.

K*. the fixed total .-cURt of capltal to be allocaeed aero•••ector.·

Pi' the .hare of labor in total co.t in .ector i

~i' the FAS 106 co.t factor in .ector 1. (equal to 1 ln the ab.ence of
"AS 106)

.Nl • K1IN*. the fraction of labor -.ployed ln .ector i

In the initial calibration, all noain.al price. are .et equal to ODe

(11) Pi - 1,

(12) P - 1

1 - 1, ... ,.

The aaount of labor initially used in each .ector foll~. directly froa
dbe fraction of the labor fOice -.ployed in .eceor i, • i' and the total
lUIOunt of labor -.ployed, No

N *(13) N1 - • 1. 110 1 - 1, ... ,.

Defi_ .Y1 • 'iYi12:iP1.!i to be the lhare of .ector l' I oUqJut P1Yl in
total CNqNt 1:1'1.Yi . Then uaiq the labor cle1l&Nl :quation (All) and the
fact that the tota .-cURt of labor eaployed i. No ' it can be .hown
that

(BIt) 1-1, ... ,.

Ua1q the capital deaancl .~tion (At9) and the fact that the total
.-cunt of capital used 18 ¥ • it can b••hown that

(IS) 1-1, ... ,.

Noraali.e Al - 1 10 that the production function in the firlt .eceor 1.

______________.-.5.8.- ~__---



Appendix C-6

Usinc Yl froa (16), ehe noainal wace and ehe noainal reneal price of
capieal can be deeerained fro. ehe first-order condieions (A1S) and
(A19) for sector 1 to obeain

(17) v - P1Y1Pl/(D1Nl)

(18) r - (1-Pl)Y1P11K1

Nov calculate v in the labor supply curve (eq. A1S) a.

(19) v - N '(P/v)"a

To calibraee Ai' i - 2, ... ,a, substieuee the production function (A16)
into the first-order condition for labor (All) and set Pi - 1 (eq. 11)
eo obe-in

i - 2, ... ,.

Nov see all prices equal to 1 in the equ111briua condieion (A23) , and
use (A22) eo obeain

(Ill) Yi - Qi'(l/(l-l»K*

S~inc (Ill) over all i ve obeain

(112) tiYi - (11(1-1»K* t i Ql'

Nov observe thae vleh P - Pi - 1 for all i,' equaeion (A4) implies ehae

(113) tiai' - 1

Subseieueinl (113) ineo (112) and rearrancinc yields

(114) K* - «1-1)/1) t 1Yi

Fl~ly••ubseieueina (114) ineo (Ill) and recallinc ehat when Pi - P ­
1, s i • YiJrfl' ve obe-in

(11S) Ql' - sYi i - 1, ... ,•.
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ImQDOCTIOII

Earlier this year, Godwi~ aub.itted a report to the United States Telephone

Association (USTA) analyzing the impact of SFAS 106 on the GNp· PI , and, in

particular, the extent to which the GNP-PI vill reflect the increase in costs

experienced by the Price Cap LECs as a re.ult of adopting the new accounting

standard. Thi. report v.. placed on the record vith the FCC in Bell Atlantic's

Tariff Trana.ittal filed on February 28,1992 (Trana.ittal No. 497) and was also

included in U. S. w..t' a Tariff Trana.ittd filed on April 3, 1992 (Trana.ittal No.

246) .

In their filings vith the FCC, several organizationa took exception to the

findings of thAt report. In particular, AT6T, Mel and the Ad Hoc

Teleco-.mications User. Co_ittee rahed aeveral objectiona vith regard to

various ..pece. of the atudy. The USTA ha. a.ked Godwina to prOVide a detaned

re.po~e to each of tho.e objections.

The purpose of thh Supple.ental Report h to provide the USTA vith those

responses. We have organized our re.ponse. into three sections, corresponding

to the three different types of objections rai.ed.

While the objections rai.ed vere nu.erous, thi. material vill de.onstrate that

none of the objections rai.ed should cause the Ca.ai•• ion to have any doubts

regarding the soundne•• of the study, or the validiey of the results.

Re.pectfully Sub.itted,

Peter J. Neuwirth, F.S.A., K.A.A.A.

Andrev B. Abel, Ph. D.

____________________ ('qoJwins _
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SICTIOI I

PSMS! TO 0IJECTIOnS UCAIPI19G ovptu, smI

A. D.finitlgn of Doubl. Cgunt

There were two objections rail.d with r ••p.ct to the aann.r in ¥bich we defined

the potential sources of double counting and wh.t sort of analy.is would be

required to eliJIin.te any double counting in det.raining the portion of the. LEes'

SFAS 106 COlts th.t should qualify for .xog.nous tr••ement.

ATiT Cgnt.ptlop ­
(Page. 6 and 7)

'.Ipeml. -

"Th. LEC's have fail.d to demonstrate that the Co.-ission'.
third crit.ria is ..t. To the contrary, the LECs' r.qu.sts for
exog'nOUS tr••eaent app••r to r.fl.et cert.in OPEa co.t. th.t
will b. r.fl.cted in the GNP·PI ... Th. double count OCCurl
b.c.us. (i) the GNP-PI co~on.nt of the PCI will iner•••• a•
• 11 firaa with OPEa li.biliti.. refl.ct tho•• co.t. through
hi&her pric•• , and (11) the SFAS 106 .ccrual c.lcul.tion
include. the pr•••nt v.lu. of future infl.tion. If the SFAS
106 accrual 11 .fforded .xog.nous tr••tatnt, the aaount of the
.ccrual will b. incr••••d autoaatically in future p.riods due
to growth in infl.tion .xpr••••d by th. GNP·PI co~onent of
PCI .** Th.r.for. • if infl.tion is ineluded in both the
.xog.nous co.t co~on.nt and GNP· PI, .n LEC would be
co~.n••t.d twic.. Although the LEC. recognize this problell.
no c.rrier h.. ..t it. burden of .howing that it h••
eff.ctively removed thil double count."

AT&T'I de.cription of what it conaiders the 10urC' of

pot.nti.l doubl. counting in the LEC.' r.que.t for exogenous

tr••c.ent for iner••••d cost. due to SFAS 106 demonstrate•

• OM confusion a. to both the double count probl.a and the

Godwin. R.port. E•••nti.lly AT&T .ugg••ts th.t double

count1nc ..y aris. froll two s.p.rat. lources:

(1) lnere.... in the PCI due to iner..... in the GNP·PI

c.us.d by ·firma with OPD liabiliti•• r.f1ect(ing) those

eo.t. throu&h high.r pric••. •

·1·
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(2) Autollatic increases in the exogeno~ly treated portion of

SFAS 106 accrual "due to growth in inflation expressed by

the GNP·PI component of PCl."

'Th. first source of potential double count, whUe a valid

conc.rn, 15 pr.cistly the f.ctor that the Godwina Report

directly .nd thoroughly .ddr...... 'Th. first par.sr.ph of pale

1 of the Godwlna R.port .xplicitly .t.t•• this u the pr:laary

obj.ctiv. of the study. M will b••••n In the r ••poft:S" to

sp.cific criticis.. of the Godwins R.port, no r ••pondent h••

r.h.d any isaue which, upon .crutiny, cuts doubt on .ny of

the ba.lc findins. of the .tudy. Th.r.for., the C~i•• ion

should .cc.pt the R.port'. concl~ions that (.) this .ourc. of

double count .ccounts f.or 0.7' of the incre.s. in co.ts

attributable to SFAS 106, (b) anoth.r 14.5' of the incr••••

will b. r.cov.r.d through • r.duction in the national w'I'

r.t., and (c) the r ...inins 84.8' of such incre.s. in costs

vill r ...in unr.cover.d unl••••xos.no~ tr••o.ent i. gr.nted

on this aaount.

Th•••cond .ll'l.d .ourc. of double countinl s1llply do••n't

.xi.t, and 1. the r.sult of confuaion ov.r .xactly wh.t the

LEC••r. r.questins. lihU. it 1& true that the SFAS 106

.xpens. calculation include. the pr•••nt v.lu. of future

infl.tion, .nd that the .xpens. c.lcul.t.d under SFAS 106 can

b••xp.ct.d to incr••••••chy••r .•t so.-thinl clos. to the

r.t. of infl.tion, SFAS 106 'Ip'na' 1s not what the LlC' are

r.q,uesUn, 'XP"DOUI tx.ata.nt pn. It is the incr.... in

.xp.ns. due to the SFAS 106 .ccpypdna cbanp that .hould b•

• fforded .xol.noua tr••Cllent. This is .n .bsolut.ly critic.l

distinction which is lIi,s.d by AT&T. R.tir.....dical plans

w.r. sponsor.d by fi~ b.for. and .fe.r SFAS 106 was issu.d.

It i. only the .ccountinl for those pl~ that b•• ch.nged.

and it is the ·illcre••e in costs .ssociat.d vith this ch.nle in

.ccountlnl th.t .ust b. .v.luat.d.

·2·
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HCI Conten; iOll ­
(Page 30)

'''pon.. -

-If on. were to include SFAS 106 co.ts through exogeno~

tr••ta.nt, the revenues re.ulting fro. the incr•••• in the
pric. c.p ind.x to .ccount for th... co.ts would also
incre.s. e.ch ye.r by the GNP-PI, •••dj~t.d for the
productivity factor. Th. proble. is th.t SFAS 106 costs
h.ve .lready been adjust.d for future inflation... Therefore I

the imp.ct of ..dical care co.t infl.tion has alr.ady b.en
counted. A••uch the aaount off.r.d by the LEC'. h.a b.en
infl.ted to reflect future ..dic.l cost•. To include these
coata again within the price c.p foraul. through exog.no~

treataent, and treat th•• by the full aaount of GNP-PI which
haa ..died infl.tion .ab.dded .. w.ll is tantaaount to
double counting the ••dic.l c.r. infl.tion r.t•. -

This contention is virtually identic.l to the ••cond

-.ourc.- of double counting outlin.d by AT&T on p.g. 7 of

ita filing with the Co_inion. Rath.r th.n rep••t our

r.spo~. to that cont.ntion, w. would just point out that,

like AT&T, MCI s.... to h.v. fail.d to gr.ap the point that

the LEC••r. not aaking for .xog.nous tre.taent on the SFAS

106 .xp.~e, rather th.y ar•••king for .xogenous tre.ta.nt

on that portion of the incr.... in .U.N. due to the

-.ndated .ccounting chang., which will not alr••dy b.

reflected in GNP-PI incr••••• ClUled by that aCCOunting

chang··
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B. Ayoi4anc, of Doubl. Coynt

Two respondents sugg.sted "b.tter" ways of deteraining the extent of the double

count proble., and th.refor. "b.tter" ways of deteraining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT&T Cogt.ntiog ­
(pp. 13 - 14)

'··pop·· -

" .... Th. Co..ission should r.quir. the LEC's to us. an
alt.rnative that is both a st.pler and mor. reliable means
for corr.cting the double count. AT&T sUII.sts that the
.ppropriate ..thod for removina the double count between the
SFAS 106 accrual .nd the GNP-PI ter1l in the pric. c.p
fo~l. is to r.80ve the t.p.ct of .xp.ct.d ch.ng.s in GNP­
PI from the SFAS 106 .ccrual. This c.n b••ccomplish.d in
• straightforw.rd IIann.r by r.quiring the LEC's to subtract
the .xp.ct.d rat. of chanl' of GNP-PI froa the h••lth c.re
infl.tion coapon.nt in the SFAS 106 accrual. Th. Co..ission
should sp.cify the chanl's in GNP-PI ov.r the SFAS 106
for.c••t p.riod. Curr.nt e.tiaat.. is (sic) th.t GNP-PI
will incr•••• approx1ll&tely 4' ov.r the long t.ra.·

That AT&T should sUII••t .uch .n illogical and erroneous

·solution· to th. double count problem is indic.tiv. of a

f.ilure to underat.nd the true .ource of any potential

doubl. countinl. b discus••d ••rli.r, potential double

counting is not r.lat.d to th. f.ct that SFAS 106 cost. are

c.lcul.t.d by discountina future ••dic.l inflation back to

the pr•••nt. b discus••d on pag. 2 of this IIat.rial,

doubl. countinl will only .ris. to the ext.nt th.t the

iner••••d costs companies vill b••r, a. a result of the

chana' in accountinl method r.quir.d by SFAS 106, will also

c.ua. an iner•••• in GNP-PI.

Th. f.ct that the AT&T ·.olution· do•• not addr••• the true

.ourc. of pot.nti.l double countina is illustr.ted in the

following .x.aaple. wh.rt the AT&T .olution is shown to

product an identic.l .xog.nous .djustaent in two factually

diff.r.nt circwutanc... wh.r. 10lic vould dict.t. different

exol.noua .djusta.nts b. appli.d.
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In the second footnote on p.g. 13 of its fiUng. AT&T

••timat.. th.t it. "solution" of allowing exogenous

tr••ement for SFAS 106 .ccruals, c.lculated using a m.dical

tr.nd r.t. 4' low.r th.n the .ctual r.te us.d by the LECs

for th.ir financi.l st.t.m.nt.. might r.sult in

.pproximat.ly 55' of • given LEC' ••ctual SFAS 106 accrual

b.ing .fforded .xogenous tr••tm.nt. Nov l.t us consid.r two

hypoth.tic.l .c.nario.:

(1) Ev.ry U.S. fil'1l, LEC. ancl non-LEC. .Uk.. h.ve

identic.l dellOgr.phic lI&k.up. .nd provide identical

r.tir.. ..dic.l b.n.fit.. Thu.. in this c••••

pr••uaably .v.ry U.S. fira would .xp.ri.nc. the ....

incr•••• in l.bor co.t. due to SFAS 106. In .ciciition.

under this .c.nario. it i ••••u.ed th.t .11 l.bor co.t

incre.... • ..oci.ted with SFAS 106 .r. coapl.tely

r.fl.ct.d in the GNP-PI, .a coapan1e. r.is. th.ir

pric•• to r.cov.r tho•• co.t•.

(2) The LEC••r. the Wx firu .ubject to SFAS 106, and/or

the .ciciitional co.ta due to the .doption of SFAS 106

coat••r. n.v.r r.fl.ct.d in the GNP-PI.

In the fint .c.nario. it 11 obviou. th.t the incr....d

labor coata due to SFAS 106 .xperienc.d by the LEC. would b.

tully ancl coapl.t.ly r.fl.ct.d in the GNP-PI (th. Godvins

hport, of cour... dellOnatr.te. that this hypoth.tical

aituation do•• not .xist) , ancl thu. no .xog.nou. .djusement

would be r.quir.d. In f.ct, in thi. hypoth.tic.l .c.nario,

providing any .xog.nou. .djustllent would r ••ult in a

coaplete double count. Y.t in this circuaat.nce. the AT&T

.ppro.ch of .llowing recov.ry of SFAS 106 co.t., c.lcul.ted

using • lover tr.nd r.t. (Mdic.l infl.tion minus 4').

would. •• noted .bov., r ••ult in .llowing .xog.nous

tr••tment on 55' of SFAS 106 .ccrual•.
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XCI Copenef,. ­
(Page 31)

'"poo" -

Conversely, under the second scenario, the UCs should

r.ceive .n exogenous .djustm.nt equal to lOOt of their

incre.sed costs due to SFAS 106, b.c.use the double count

proble. li~ly wouldn't .xist. Y.t in this circu..t.nce as

w.ll, the AT&T appro.ch would .llow an exogenous adjustment

for the .... SSt of SFAS 106 .ccruals •• b.fore. Thi. is

cl••rly .n illogic.l r ••ult.

One can th.r.for•••• that AT&T's .ulI.st.d approac~ to the

double count do.s not addr... the .p.cific factors that

aff.ct the extent of double count, i .•. :

Diff.r.nc.s in pl.na b.tw••n the LEC••nd non-LEC.

Diff.rences b.tw.en the LECs and non-LEC. which will live

rh. to diff.r.nt SFAS 106 costa (•. g., cJ.aogr.phic

diff.r.nc.s) .

Proportion of incr....d a"r.gate labor costs due to SFAS

106, that in f.ct i. r.fl.ct.d in GNP-PI.

Aa noted, it i. preci••ly th••• critical f.ctor. det.iled

.bov. that .r••ddr••••d c08pl.t.ly and co~r.h.nsively in

the Godwina a.port.

-If the Co.-balon do•• cJ.cicJ. to afford the•• LECs exogenous
traae.ent for SFAS 106 co.ts, this double counting .ust b.
eliainated. 'nth can be accoapl1sh.d .ith.r through the
r.-val of _dical car. inflation fro. the GNP-PI or through
the r.aoval of ..dical car. inflation froa the SFAS 106
accruals.-

Whil. thh -solution- differ- sli&htly fro. AT&T's sUII.sted

-solution- (pages 13-14 of its filing) in that MCI focus.s

on the ..dical car. inflation c~nant of GNP-PI,

conc.ptually it is very si.JIilar, and suffers froa the same

-6-
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fund&llental flaws as the AT&T suggestion. A. with AT&T. the

MCl .uggestion sillply doe.n't addre.s the source of any

potential double count. Th. double count do•• not ari.e

fro. the di.count of future infl.tion, but 2D1x fro. the

diff.rential illp.ct of SFAS 106 on the LEC. relative to

oth.r., and the extent to which the pric. c.p index will

allow the LEC. to r.cov.r .0•• of tho•••dditional co.t., a.

the aacro.cono.ic .ff.ct. of the introduction of SFAS 106

ar. r.fl.cted in the econollY •• a whol.. AJJ with the AT&T

.olution, the MCI .olution produc.. the .... .xol.nous

.djustJaent, wh.th.r in r ••lity th.r. 18 no double counting

(no non-LEC £ira incur. SFAS 106 co.ta), or co~l.t. double

counting (all firaa, includinl LEC., .xp.ri.nc. identical

incr••••• in co.t. due to SFAS 106, and the GNP-PI fully

refl.ct. tho.. incr••••d co.t.). Th18 is cl••rly an

illolic.l r ••ult.
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SECTION II

&lSlONSI TO 0IJECTIONS IlGAlDIBG ACTQ4IIAL ARALXSIS

A. 1I.thodololI

There w.re thr.e obj ectiorw raised with r.spect to the basic ..thoclology employed

in the actuarial analy.i. undertak.n by Godwirw.

U'T COIlt:.nr:1on
(pp. 11 -12)

,"pon•• -

• the .tudy i. flaw.d b.c.ua. the lov.~nt ••ctor i.
not included. Although SFAS 106 clo•• not aff.ct the
accountinl pr.ctic•• of the lov.rn.ent. Irovth in r.tirea.nt
h.alth car. co.t. for the gov.rn-ent ••ctor of the .conoay
will aff.ct the growth in GNP-PI b.c.ua. GNP-PI include.
lov.rt1IMnt SFAS l06-like OPD .xp.ns.... If OPD-r.lat.d
.xp.ns•• of the gov.rn.ent w.r. included in the analy••••
the GNP-PI would b. high.r. and thi. would h.v. the ,ff.ct
of r.duc ing the aaount of the LEC ' • SFAS 106 .xp.ft8.
pot.nti.lly .ligible for .xog.noua r.cov.ry.·

AT&T'. cont.ntion that th••xcluaion of th. gov.rna.nt

••ctor froa the analy.i. r ••ult. in an ov.r.t.t...nt of the

.aount of th. LEe.' SFAS 106 .xp.ns••ligible for exogenous

tr••e.ent i. coapl.t.ly inv.lid. b.c.ua. it i. ba••d on a

ai••t.t...nt of fact. Th. .t.t...nt that ·th. GNP-PI

include. gov.rnatnt SFAS 106-lio OPD experw.· is si"Ply

vr9DI. Gov.rnaent .ntitill ar. not .ubjec t to SFAS 106. nor

.r. th.y requir.d by the Gov'malnt Accounting St.ndards

Board (GASI) to account for r.tir....dic.l benefit. on

anything oth.r than • ·p.y-a.-you-go· b..i.. It.uat be

-.pba.iz.d that the critic.l i.lue i. DQk wh.t effect will

the iner•••• in the ·p.y-a.-you-go· co.t. of r.tir....dical

plana h.v. on GNP-PI. (Th. GNP-PI will incr•••• due to

incr••••• in ·p.y-a.-you-go· co.t•• r.g.rdle•• of wh.ther

SFAS 106 .v.r b.co....ff.ctiv•. ) Rath.r. the critical

que.tion is wh.t .ff.ct will th.r. b. on GNP-PI, due to the

r.quir...nt that priy.t. I.ctgr .wploytr. cbtn&. the way in

which th.y .ccgunt fgr retir.. ..dic.l pllN. M AT&T
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XCI Cop.t.ntlon •
(Page 26)

I.••ponll .

it••lf concedes, government sector employers are not

r.quired to ch.nge th.ir accounting for retire. ...dical

plana, and therefore the fact th.t ...ny governmental

entitie. spon.or such pla~ is not relevant to the analysis.

AI a re.ult, the Godwins I.eport conaidered the gov.rnment

I.ctor (I" page 21 of the study), and correctly .xcluded it

from the cov.r.d population for the c.lculation of the

iner•••• in labor co.t••xp.ri.nc.d by !ina .ubj.ct to SFAS

106.

-n.. USTA .tudy ut•• data from only one inaurance coapany to
arrive at the co.t of ..dic.l cl.taa for the calculation of
the nationwide a.n.fit lAv.l Indic.tor.-

n.. inf.rr.d int.nt of the KCI co...nt is to sugg••t that

Goctvina ut.d -data from only on. inaur.nce coap.ny- to eo..

up vith p.r c.pit. cl.im co.t., which v.r. th.n ut.d to

deriv••ggr.g.t. SFAS 106 co.t. for the U.S. a•• whole.

KCI h•• cl••rly fan.d to .ppr.ci.t. the v.Udity of the

dat., and the l1.llit.d ut. to which the inauranc. cOllpany

cl.i.. data v•• put. In particul.r,

(1) n.. inauranc. cOIlp.ny ut.d 11, by any m•••ure, on. of

the five l.rlllt Lif••nd H••lth inauranc. carr1trs in

the Unit.d St.t••.

(2) n.. data coll.ct.d v•• for lEg....dic.l clai.. , not

.-Dunt. r.1abur••d by company plana.

(3) n.. data v•••uffici.ntly .xt.naiv. to .naur. th.t no

.t.ti.tic.1 fluctuationa (i .•.••.-plinl .rror.) vould

aat.ri.lly .ff.ct the r ••ult•.
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Ad Hoc CODt.ntlOD ­
(ETI)
(Pag. 21)

'··POD·· -

(4) Th. data was used to fom a frequency and mount

di.tribution, against which actUAl plan provisions of

the LEe. and the coapanies in the Godwin. databas. were

appli.d, to evaluate the relative benefit lev.ls of the

TELCO plans coapared to tho.e provided by other

.aployen.

(5) Chang•• in the underlying di.tributiona deriv.d fro.

the bwuranc. coapany data vould ~ have had any

.ignificant .ff.ct. on the ulti..t. r ••ult. Thi. 1s

bacaua. the kay ra.ults of the Godvir\8 .tudy w.re

r.lat.d to the~ of the GNP-BLI to TELCO-BLI, and

~ to the ab.olut. value of .ith.r.

-Finally I the Godvir\8 a..port ignor.. the usual une.rta.l.nty
tlYt ls assoelat.d vlth surv.y r.sults lJHIasur.d by calculat.d
standard .rrors. U v. d18cua••d. Godvir\8 utiliz.d data
frca a .urv.y of 830 • .ploy.r. who .por\8or po.t-r.tir••ent
plana and 170 .aploy.r. who do not. It i. a w.ll acc.pted
fact that data fro••urv.y. ar••ubj.ct to unc.rtainty which
18 uaually .a.ur.d by the .tandard .rror.· Hov.v.r. th••e
.tandard .rror. ar. n.v.r tak.n into account in the
calculation of the B.n.fit Lav.l Indicator. (BLI.). Thua
the data .hown in the table on pal' 28 of the Godvir\8 a..port
a••uae. that the standard deviation is z.ro. This is
obvioualy incorr.ct. Furth.r1aOr., th.r. is no info1'1lltion
U to the varianc. or the standard deviation of the sample
data .0 that the ••nsitivity of the r ••ults can b. analyzed.
Coabined vith the fatal .rror. di.cua••d abov., this .hovs
a r.port which va. de.ign.d to COM to a particular
ccmcluaion favorable to the LEC· •. •

The ·.tandard .rror· for the calculation of the av.rag.

lenefit Lav.l Indicator. vas not .hownl b.caua. in this

CU" the .ff.ct of the ·standard .rror· va. de...d to be

Ad Hoc rela..- pqe 21 of abe GodwiDa Report. W. __ ... tbey are referriDI to abe table
IbowD OIl pqe 16 of tbe report IiDce tbeIe is DO table Dar .y cilia IppIII'iaa OIl pqe 28 of the
00dwiDI Report.
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i...t.rial. The r.ason it is i...t.rial is that the Godwins

data i5 not a ·surv.y· in the traditional s.ns. of the word

(i .•.• a .aall sample froa a large univ.rs.); rath.r. it is

a data bas. comprising compani.s that .mploy approximat.ly

one -half of all 'F10y." who work for c01lPani" that

provide post-retirewent ..dical benefits.

Howev.r. in the inter.st of co~l.t.n•••• VI h.v. included

in App.ndix A the calculation of the v.rianc. and standard

deviation, which ar. inh.r.nt in the c.lculation of the

aver.g. BLI. us.d in the I..port. u can b. s.en froa the

.xhibit., the standard deviation for the av.rag. pr.-65 BLI

is .015. whil. the standard devi.tion for the post-65 BLl 11

a ..re .008. H.d the av.r.ge BLls b.en on. standard

devi.tion high.r than the value. actually us.d for~ the

pre-65 and the post-6S BLI. the r.l.tiv. t.pact of SFAS 106

on GNP comp.red to TELCO would have incr••••d froa 28.3' to

29.1\. Giv.n that the s.nsitivity analysts of the overall

result utiliz.d. rana' for thi. value of 17.8' to 44.5\, it

is quit. cla.r that the .ffect of the ·standard error·

r.f.rr.d to by ITI i. t.a&terial.
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B. ActuariAl ".aptiop.

There wa. one objection rai••d r'larding the r.a.onabl.n••• of the a••u.ptiona

utilized in deteraining the ratio of GNP-BLI to TELCO-BLI.

XCI CODt'Dt top ­
(Pal' 28)

FN 35

It.poD" -

-Wlthln the USTA .tudy, 1n it. fla••d att.~t to ••tt.&te
r.lative b.oeflt ratio l.v.l., the conaultant utl1iz••
turnover rat.. that ar. ..rkedly lO'Mr thaD the averase
turnover rat.. Thl. r ••ult. ln lnflat.d ••tt.&t•• of the
OPU liability. Uke ...t of the ...u.ptloM UI.d by USTA,
the Irounda for thla ar. UIlIUfPOrt.d. usn r_ru that itcho.. thi. ..tt.&t. b.caUl. of the hi.torlcal patt.rM of
10ftl.r ..rvi.c. Uf. &Del hllh.r averal' al' for TELCO
.-ploy••• v.raUl oth.r .~loy.... UDfortunat.ly, the .twly
doe. not indlcate what t1.al fr... v.. UI.d for thla
ca.parbon, or wh.th.r the .xp.rl.nc. of the l ..t f •• y.ar.,
vith th. larl' &.aunt of dovnaizing .mibited by the TELCO
flraa, h.. b••n included.-

Ther. app.ar to b. two cont.ntiona ..de in KeI'. c~nt.

Flr.t, that the Goclvina .tudy diet not UI. the -averag.

turnov.r rat.- for TELCO &Del ••conci, that .v.n if the

av.ral' rat., b...et on -hi.torical patt.rna of long.r

••rvic. 11f. ancS hilh.r averal' al'- v.r. UI.d, .uch

turnov.r rat•• would .till b. too low b.caUl. of -th. large

mount of dovna1z1nS .mlblt.d by the TELCO flraa.-

\lith r ••pect to the fir.t cont.ntion, th.turnov.r rat••

ua.et for TELCO (T-2) ~ the averal' of the rat•• UI.d by

the LIe. ln th.ir ...t r.c.nt actuarial .eudi.. (I.nerally

1990 or 1991). \lith r ••p.ct to the ••cond cont.ntion,

downa1zinl throup Early btir••nt prolr....hould not have

.. t.pact on ...\I8Id turnoV.r rat•• b.caUl••uch turnov.r

rat•• ar. only utiliz.et for proj.ctiftl futur. pr.-r.tlr.Mnt

withcSravala. Thb .hould b. obvioUl .ine. an individual 11

no 10ftl.r .ubj.ct to th. turnov.r rat•• one. that lndivldual

bacON••lilibl. for r.tlr••nt.

Furth.r, Mel ..... to have ablnt.rpr.t.et the .tat_nt ..de
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